We investigate whether firms "lean against the wind", i.e., manage earnings upward to offset aggregate (market wide) undervaluation, by examining how firm-specific measures of earnings management correlate with aggregate market conditions. Leaning against the wind has been proposed by prior research as a behavioral explanation for a negative contemporaneous relation and a positive predictive relation between aggregate accruals (both total and discretionary) and aggregate market returns. We find no empirical evidence to support the "lean against the wind" hypothesis. In particular, when the overall market return is negative, only firms whose own return is negative have positive discretionary accruals; if firms were to lean against the wind, all firms should have positive discretionary accruals in down markets. Moreover, the tendency of firms to manage earnings upward to beat benchmarks is positively related to marketwide conditions, implying that firms lean toward the wind. Importantly, since growth may explain the relation between aggregate accruals and returns but has been omitted from standard accruals models, we also adjust our discretionary accruals measures for growth and our results are robust to this specification. Since earnings management in response to aggregate market fluctuations does not appear to explain the relation between aggregate accruals and aggregate returns, our results suggest a fundamentals-based explanation.
Introduction
In this paper, we investigate whether firms "lean against the wind", i.e., manage earnings upward to offset aggregate (market wide) undervaluation, by examining how firm-specific measures of earnings management correlate with aggregate market conditions. Leaning against the wind has been proposed by Hirshleifer, Hou, and Teoh (2009) and by Kang, Liu, and Qi (2010) as a behavioral explanation for their evidence of a negative contemporaneous relation and a positive predictive relation between aggregate accruals (both total and discretionary) and market returns. This explanation has been offered by these authors since they were unable to find the fundamental links that would explain these empirical relations. Similarly, Guo and Jiang (2011) also suggest leaning against the wind as a possible explanation for the relation between accruals and the conditional equity premium. Importantly, this proposed behavioral explanation is by default, as the authors are unable to find evidence consistent with a fundamental explanation, rather than to direct confirmatory evidence. Since one explanation focuses on fundamentals as drivers of accruals, while the other emphasizes managerial behavior not necessarily related to fundamentals, determining which is correct is important. Rather than relating aggregate accruals to aggregate conditions as is done in the above studies, we examine how firm-specific measures of earnings management are associated with aggregate conditions.
Hirshleifer et al. (2009) document a negative contemporaneous correlation between
innovations in aggregate accruals and aggregate returns. A fundamental explanation for this finding is that innovations in accruals contain information about changes in market discount rates, but the return-accrual relation remains even after controlling for discount rates (using standard discount rate proxies such as dividend yield, t-bill rates, and term structure information). As the authors point out, their evidence implies that accruals capture information about discount rates above and beyond their control variables, or that firms lean against the wind. Kang et al. (2010) show that the relation between accruals and returns documented by Hirshleifer et al. (2009) is driven by discretionary accruals, not normal accruals, and that aggregate discretionary accruals have little correlation with standard risk proxies, leading them to conclude that aggregate discretionary accruals reflect aggregate fluctuations in earnings management; i.e., firms lean against the wind by managing earnings in response to aggregate market fluctuations. As the authors readily acknowledge, however, theirs is not a direct test of this behavioral explanation, since they do not have a precise measure of earnings management, but must rely on standard measures of discretionary accruals. Guo and Jiang (2011) show that aggregate accruals are correlated with market discount rates, and that there are two possible explanations for this: 1. aggregate accruals are a leading indicator for firm growth; or, 2. firms manage earnings in response to market discount rate shocks, i.e., lean against the wind. Importantly, Hirshleifer et al., Kang et al., and Guo and Jiang focus almost exclusively on relations among aggregate variables. 1 There is a reason to believe that firms do not lean against the wind. Most research views earnings management as a response to firm-specific factors and incentives, such as management compensation or meeting of targets such as positive earnings or analysts' consensus forecasts (Dechow and Skinner, 2002) . 2 In this view, firms don't manage earnings in response to aggregate factors, so they don't lean at all, either toward or against the wind. Alternatively, Conrad, Cornell, and Landsman (2002) , find that the stock price response to negative earnings 1 Kang et al. (Table 13 ) regress firm-specific returns against both firm-specific and aggregate discretionary accruals, but do not attempt to explain firm-level discretionary accruals. 2 Dechow and Skinner (2000, p. 236) point out that 'a fruitful way to identify firms whose managers practice earnings management is to focus on managerial incentives." In addition, Dechow and Skinner (2000, p. 242 -245) write that academics should "focus more on capital market incentives for earnings management' and suggest that earnings benchmarks are a strong capital market incentive for earnings management.
surprises increases as the level of the market rises (measured as the aggregate P/E ratio).
Although Conrad et al do not examine firms' earnings management behavior, their result
suggests that firms most want to avoid bad news when the market is high, so this is when they would be most likely to manage earnings up; i.e., firms lean with the wind.
3
Since the theoretical relation between firms' earnings management behavior and the aggregate market is ambiguous, it is an empirical question as to how firms actually behave. We seek to provide evidence on this important issue. Since studying the relation between aggregate discretionary accruals and aggregate fundamentals can only provide indirect evidence on this issue, we examine how firm specific measures of earnings management vary with aggregate conditions. Our evidence casts doubt on the "lean against the wind" hypothesis.
As a first step, we divide our sample into periods of positive vs negative aggregate returns, and we examine the relation between aggregate returns and aggregate accruals (both discretionary and non-discretionary) within both periods. This is important, because Hirshleifer et al and Kang et al only report full sample results. However, the lean against the wind hypothesis implies a negative contemporaneous relation between accruals and returns only when returns are negative, and firms are managing earnings up to offset market undervaluation; it does not imply that firms manage earnings down to offset market overvaluation when times are good.
Thus, a finding that these authors' full sample results only hold when aggregate returns are low would be consistent with lean against the wind; alternatively, a finding that the results hold in all periods would suggest that something other than leaning against the wind is driving their results;
i.e., economic fundamentals. We regress aggregate returns against aggregate accruals (both discretionary and non-discretionary) and we allow the coefficients on the accruals to differ between years when the market return is positive vs negative. We find that the negative contemporaneous relation between aggregate accruals (both discretionary and non-discretionary) and aggregate returns and the positive predictive relation between aggregate accruals (both total and discretionary) and aggregate returns holds when the market return is both positive and negative. Moreover, the coefficients on the accrual variables are almost identical in both up and down markets. These results are inconsistent with "lean against the wind".
Next, we attempt to distinguish firms' response to aggregate vs firm-specific shocks. This is important, because firms' returns tend to move together, and are positively correlated with the market return. Thus, what may look like firms' responses to market-wide shocks may really be their correlated individual responses to their firm-specific shocks. To distinguish between firms' responses to market vs idiosyncratic shocks, each year we rank firms into two groups: those whose firm-level stock returns are of the same sign as the aggregate market return, and those of opposite sign, and we examine the discretionary accruals of the groups. Since this is equivalent to a regression of firm-level discretionary accruals against a dummy variable for whether a firm's return is the same sign vs opposite sign as the market return, our regression approach is essentially a reversal of Kang et al's Table 13 wherein firm-specific returns are regressed against both firm-specific and aggregate discretionary accruals. To examine whether firms manage earnings in response to firm and/or market shocks, it is necessary to use accruals, not returns, as the dependent variable, and returns, not accruals, as the independent variable.
If firms lean against the wind, then average discretionary accruals should be similar across both groups, and in particular, both should be positive when the market return is down.
Alternatively, if firms manage earnings in response to firm-specific shocks, then when the aggregate market is down, only firms with negative returns should have positive discretionary accruals; firms with positive returns should not. We find that when the market return is negative, only firms with negative returns have significantly positive discretionary accruals; in fact, firms with positive returns have significantly negative discretionary accruals. These results are also inconsistent with "lean against the wind".
Finally, as Kang et al point out, the main weakness of their tests is the measure of discretionary accruals, which is a general problem in all earnings management research based on accruals. In recognition of this problem, Burgstahler and Dichev (1997) and DeGeorge, Patel, and Zeckhauser (1999) have proposed measures of earnings management based on benchmark beating and the distribution of earnings. Absent earnings management, the distribution of earnings should be symmetric. However, if firms manage earnings to beat a benchmark, then there would be a higher (lower) than expected number of firms with earnings slightly above (below) the benchmark, which is what these researchers find. Based on this evidence, benchmark beating has been interpreted as evidence of earnings management, with the most common benchmarks being zero earnings, last period's earnings, and analysts' consensus forecasts. Most important, using benchmark beating as a measure of earnings management avoids the problem of estimating discretionary accruals, or more generally, avoiding having to specify how earnings are managed at all. Using consensus analysts' forecasts as the benchmark, we find that the number of firms beating the benchmark is positively correlated with the aggregate market (based on both the aggregate P/E and contemporaneous market return), implying that firms lean toward the wind, as Conrad et al's evidence suggests. 4 These results are also inconsistent with "lean against the wind".
In summary, our evidence is inconsistent with "lean against the wind", and at the very least, indicates that earnings are not managed in response to aggregate conditions. Since earnings management in response to aggregate fluctuations does not appear to explain the relation between aggregate accruals and aggregate returns, our results lean toward a fundamentals-based explanation. The rest of the paper is organized as follows. Section 2 reviews the literature on aggregate earnings, accruals, and returns. Section 3 describes our empirical methodology.
Section 4 reports the results of our tests. Section 5 concludes.
Literature Review
Although we are concerned with how individual firms manage earnings, the motivation for our research comes from recent studies examining the relations among aggregate returns, earnings, accruals and cash flows, because these studies uncovered the empirical relations that led to the "lean against the wind" hypothesis. Kothari, Lewellen, and Warner (2006) , examine the relation between aggregate returns and earnings, in an attempt to find whether relationships documented at the firm level hold at the aggregate level as well. They find that aggregate returns are unrelated to past aggregate earnings surprises (unlike firm level returns, which display post earnings announcement drift), and are negatively correlated with current aggregate earnings surprises (also unlike firm-level returns, which are positively related to firm-level earnings), suggesting that earnings and discount rates are positively correlated. This inference is supported by their finding that earnings are strongly positively correlated with several discount rate proxies (such as T-bill rates, the term spread, and the default spread), and that variation in discount rates explains an important fraction of aggregate returns.
Since earnings equals accruals plus cash flows, Hirshleifer, Hou, and Teoh (2009) In an attempt to distinguish between the two explanations proposed by Hirshleifer et al, Kang et al (2010) decompose aggregate total accruals into their normal and discretionary components, since normal accruals should reflect business conditions, while discretionary accruals reflect earnings management. They find that the positive relation between aggregate accruals and future returns, and the negative relation between innovations in accruals and contemporaneous returns, is driven by discretionary accruals, but that discretionary accruals have little relation to business conditions, aggregate cash flows, or risk proxies. This leads them to reject the fundamental-based explanation, and to conclude that aggregate discretionary accruals likely reflect earnings management, thus favoring the behavioral explanation that firms manage earnings in response to aggregate market conditions, i.e., firms "lean against the wind." Kang et al acknowledge, however, that since discretionary accruals measure earnings management with error, they cannot test the behavioral explanation directly.
Most recently, Guo and Jiang (2011) show that aggregate accruals forecast market returns primarily because of accruals' relation to the conditional equity premium, and that Hirshleifer et al's inability to explain the relation between aggregate fundamentals and market returns is due to these authors' use of relatively poor proxies for market discount rates. 6 As Guo and Jiang (2011) point out, however, there are two explanations as to why accruals are related to the market discount rate: 1. aggregate accruals are a leading indicator for firm growth; or, 2. firms manage earnings in response to market discount rate shocks, i.e., lean against the wind. The purpose of our paper is to investigate the second explanation.
Since the theoretical relation between firms' earnings management behavior and aggregate market conditions is ambiguous, and since examining the relations between aggregate accruals and fundamentals can only provide evidence on firms' earnings management by default, we examine how firm level measures of earnings management relate to aggregate conditions.
Empirical Methodology

Data and Sample Description
We follow the empirical analysis procedures as in Hirshleifer et al. (2009) and collect our stock return data from the CRSP monthly files and restrict our sample to December fiscal yearend firms for the period spanning 1965-2005. Focusing on December fiscal year-end firms allows us to avoid any misspecifications due to different reporting periods and is consistent with prior literature (e.g., Hirshleifer et al. 2009; Kang et al. 2010) . The annual stock returns are computed by compounding monthly returns from April of year t through March of year t+1.
7 6 Guo and Jiang (2011) use realized market variance and CAPM based average idiosyncratic variance, proposed by Guo and Savickas (2008) as proxies for the conditional equity premium (market discount rate). 7 We have repeated our analysis and computed annual returns by compounding monthly returns from May of year t to April of year t+1 and the results are not significantly different.
We obtain financial accounting information data from the Compustat annual database. Earnings are defined as operating income after depreciation. Since the statement of cash flow data is available only after 1987, we calculate accruals using the indirect balance sheet method as the change in non cash current assets less the change in current liabilities excluding the change in short-term debt and the change in taxes payables less depreciation and amortization expense.
Cash flows from operations are defined as the difference between earnings and accruals. We scale earnings, accruals and cash flows from by lagged total assets. We use the timeseries Jones (1991) model to compute firm-level discretionary accruals. The model is specified as follows:
where, for fiscal year t and firm i, TA represents total accruals, Asset i,t-1 represents total assets (annual Compustat data item 6), SALES it is the change in revenues (annual Compustat data item 12) from the preceding year, and PPE it is the gross value of property, plant and equipment (annual Compustat data item 7). We estimate equation (1) firm by firm and we require that a sample firm has at least 10 observations. This restriction likely introduces a survivorship bias into the sample resulting in the inclusion of larger and more successful firms. We expect that this will reduce the variation in our earnings management metrics resulting in a more conservative test of our research questions.
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The coefficient estimates from equation (1) are used to estimate the firm-specific normal accruals (NA it ) for our sample firms:
8 As in Kang et al. (2010) , we also use cross-sectional versions of accrual decomposition models which are not subject to the above restriction. The results are qualitatively similar implying that the survivorship bias is not affecting our inferences. In robustness tests, discussed below, we follow Kothari et al. (2005) and Collins et al. (2011) and adjust the discretionary accruals we obtain on performance and sales growth (or employee growth).
where our measure of discretionary accruals is the difference between total accruals and the fitted normal accruals, defined as
Next, we calculate the value-weighted aggregate normal accruals (NAC) and the valueweighted aggregate discretionary accruals (DAC), using the firm's market capitalization at the end of December in year t-1 as our weight.
As in prior studies, we use several other variables that have been shown to predict aggregate stock returns. These variables are arguably able to capture changes in business conditions and investments opportunities and thus serve as proxies for market discount rates, i.e., time-varying equity premiums. We employ the value-weighted earnings-to-price ratio, (E/P), the value-weighted book-to-market ratio (B/M), the equity share in total new equity and debt issues (ESHARE) as in Baker and Wurgler (2000) , the dividend-to-price ratio for the CRSP valueweighted index (D/P) which is calculated as total dividends accrued to the index from April of year t-1 to March of year t divided by the index level at the end of march of year t, the default spread (DEF) which is defined as the difference between the Moody's BAA bond yield and a AAA bond yield, the term spread (TERM) which is the difference between ten and one year treasury constant maturity rates, and the short term interest rate (TBILL) which is the 30 day Tbill rate. We obtain the interest rate data from the St. Louis Federal Reserve Economic Database (FRED) and are computed at the beginning of April of year t. We also find that aggregate total accruals, non-discretionary accruals and discretionary accruals are positively correlated with aggregate measures of value, such as the earning-to-price ratio, book-to-market and dividend-to-price. We find no significant correlations between cash flows from operations and these value metrics, consistent with Hirshleifer et al. (2009) . These findings are in contrast to the findings in the literature with regards to the correlations between these variables at the firm level, specifically the negative correlations between the aggregate measures of accruals (and its components) and the value metrics and the positive correlations between cash flows from operations and the value metrics. This preliminary evidence indicates that the aggregate level accruals and cash flows seems to be reflecting different concepts than were observed at the firm level. We next turn to a multivariate regression analysis to further our understanding on the relation between aggregate accruals, its components and aggregate stock returns, controlling for different market wide conditions. Next, we analyze the contemporaneous relation between aggregate stock returns and innovations in aggregate accruals components (non-discretionary and discretionary) and cash flows. We calculate innovations as a one year change between the variables of interest. 10 The findings in column (1) and (2) suggest that innovations in both non-discretionary accruals and discretionary accruals have a significant negative association with contemporaneous returns.
Sample Characteristics
Test Results
Regressions of aggregate returns against aggregate accruals
Moreover, discretionary accruals have a stronger relation with stock returns compared to nondiscretionary accruals (a coefficient of -0.074 versus -0.031, in column 2). This finding is consistent with innovations in aggregate discretionary accruals being associated with a more significant discounting of future cash flows.
It is important to point out that the 'lean against the wind hypothesis' implies a negative contemporaneous relation between accruals and returns only when aggregate stock returns are 10 In robustness tests we used the forecast error from an AR1 model including a lag of annual market returns to allow for the possibility that changes in accruals and cash flows can be explained by past stock returns. The main findings we document are robust to these alternative measures of innovations.
negative, and firms are managing earnings up to offset market undervaluation; it does not imply that firms manage earnings down to offset market overvaluation when times are good. A fundamentals-based relation, however, is more likely to be prevalent in all market conditions.
Thus, a finding that the full sample results only hold when aggregate returns are negative would be consistent with lean against the wind; alternatively, a finding that the results hold in all periods would suggest that something other than leaning against the wind is driving the documented empirical relations; i.e., economic fundamentals.
The evidence we report in columns (3) and (4) indicates that the negative contemporaneous relation between aggregate discretionary and non-discretionary accruals and aggregate stock returns holds in both up and down markets, as the coefficients on both discretionary and non-discretionary accruals are very similar in both sub periods. If earnings management is driving these results (as proxied by discretionary accruals), then managers lean against the wind in both bad and good times, managing accruals upward in the former, and downward in the latter. This seems highly unlikely. Moreover, the relation between the aggregate accruals components and aggregate stock returns is almost identical in both periods and the difference between the coefficients is statistically insignificant. 11 The similarity of the coefficients in both good and bad market conditions suggests that the results are driven by the underlying fundamentals. Therefore, these results as a whole, cast doubt on the "lean against the wind" explanation.
Discretionary Accruals for Firms with Returns the Same vs. Opposite the Market Return
The lean against the wind hypothesis implies that aggregate stock returns are a primary driver of firm-level earnings management activities as proxied by discretionary accruals. To distinguish the effect of firm-level returns vs. market-wide returns on firm-level discretionary accruals, in each year we rank firms into two groups: those whose firm-level stock returns are of the same sign as the aggregate market return, and those of opposite sign, and we examine the discretionary accruals of the groups. Since this is equivalent to a regression of firm-level discretionary accruals against a dummy variable for whether a firm's return is the same sign vs.
opposite sign as the overall market return, our regression approach is essentially a reversal of Kang et al. (2010) If firms lean against the wind, then average discretionary accruals should be similar across both groups, since the market return is the key driving force in determining discretionary accruals. Most importantly, both groups' discretionary accruals should be positive when the market return is down. Alternatively, if firms manage earnings in response to firm-specific shocks, then when the aggregate market is down, only firms with negative returns should have positive discretionary accruals; firms with positive returns should not. The results are shown in Table 3 . Table 3 shows that when the aggregate stock market return is negative, only firms with negative returns have positive discretionary accruals; firms with positive returns have negative discretionary accruals, and the two groups are statistically different. Since only firms whose own returns are negative appear to manage earnings using discretionary accruals upward, firm-specific stock returns, rather than aggregate market returns, are a determinant of discretionary accruals. This finding is inconsistent with lean against the wind explanation.
Since the "lean against the wind" hypothesis does not imply that firms manage earnings down to offset market overvaluation when times are good, the results for up markets are not as important for us, but interestingly, they show that firms with opposite sign returns have different discretionary accruals during good times also, further adding to our evidence that aggregate stock returns are not a primary driver of firm-level discretionary accruals. Thus, overall, the results in Table 3 are inconsistent with lean against the wind behavioral explanation.
Benchmark Beating and Aggregate Market Conditions
As Kang et al. (2010) point out, the main weakness of their tests is the measure of discretionary accruals, which is a general problem in all earnings management research based on accruals. In recognition of this problem, Burgstahler and Dichev (1997) and DeGeorge, Patel, and Zeckhauser (1999) have proposed measures of earnings management based on benchmark beating and the distribution of earnings. Absent earnings management, the distribution of earnings should be symmetric. However, if firms manage earnings to beat a certain benchmark, then there would be a higher (lower) than expected number of firms with earnings slightly above (below) the benchmark, which is what these researchers find. Based on this evidence, benchmark beating has been interpreted as evidence of earnings management, with the most common benchmarks being zero earnings, last period's earnings, and analysts' consensus forecasts. Most important, using benchmark beating as a measure of earnings management avoids the problem of estimating discretionary accruals, or more generally, avoiding having to specify how earnings are managed at all. For our tests, we use consensus analysts' forecasts as the benchmark; we do not use last year's earnings or zero earnings, because these are correlated with the state of the market; i.e., firms are more likely to fail to meet these benchmarks in down markets, by construction. Table 4 reports the results of regressions of the frequency of firms meeting or beating the consensus analyst forecast in a given quarter against either the aggregate P/E ratio (column 1) or the contemporaneous aggregate return:
FREQ is defined as the frequency of firms meeting/beating the consensus analyst forecast in a given year by a cent per share or less , AGG is our aggregate performance metric, defined as either the market return (CRSPRET) or the market-wide P/E ratio (PE). We use these two measures, because the "lean against the wind" hypothesis focuses on the former, while Conrad et al. (2002) use the latter. Recall that Conrad et al. find that the stock price response to negative earnings surprises increases as the aggregate P/E ratio rises. Although Conrad et al. do not examine firms' earnings management behavior per se, their result suggests that firms most want to avoid bad news when the market is high, so this is when they would be most likely to manage earnings up. The P/E ratio is measured as the aggregate share price at the end of the year divided by the aggregate earnings for the year.
Columns 1 and 2 of Table 4 show that the frequency of firms beating the benchmark is positively correlated with both the aggregate P/E and the aggregate market return, implying that firms lean toward the wind, consistent with Conrad et al's evidence. Clearly, these results are inconsistent with "lean against the wind".
Since most of the accounting literature uses discretionary accruals as a measure of earnings management, and since firms may meet or beat the benchmark even when they don't manage earnings, we modify our frequency regressions and define upward earnings managers as firms that both meet or beat the consensus analyst benchmark and have positive discretionary accruals, which might be a more accurate indicator of upward management than benchmark beating alone. We do this by adding a dummy variable that equals one for firms with positive DA, and zero otherwise: Table 4 show that benchmark beating is positively correlated with the state of the aggregate market regardless of the sign of firms' discretionary accruals, as the coefficients on PE and CRSPRET are significantly positive; but, it is even more highly correlated for positive DA firms, as the coefficients on DAC_DUMMY*PE and DAC_DUMMY*CRSPRET are also significantly positive. All of these results are inconsistent with firms leaning against the wind.
Robustness Tests
As pointed out above, one of the biggest problem in tests of earnings management is the measurement of discretionary accruals. In particular, an important omitted factor in common accrual models is that they do not control for non-discretionary working capital accruals that occur due to firm growth. While this problem was discussed as early as McNichols (2000), it is only recently that researchers have addressed it empirically (Ball and Shivakumar (2008), Collins, Pungaliya, and Vijh (2011)). Both Ball and Shivakumar, and Collins, Pungaliya, and Vijh show that in contexts where the sample selection criteria is correlated with growth (such as studies of IPOs or SEOs), standard accrual models that do not control for growth are likely to falsely reject the null hypothesis of no earnings management (i.e., discretionary accruals equal zero).
Although Ball and Shivakumar, and Collins, Pungaliya, and Vijh deal with studies of firm-level accruals and earnings management, their larger point applies to studies of aggregate accruals as well. As noted above, Kang et al point out that the main weakness of their tests is the measure of discretionary accruals, and Guo and Jiang suggest that the inability of standard measures of discretionary accruals to capture leaning against the wind may be due to the relation between accruals and growth.
To deal with this important issue, we follow Collins et al. (2011) and adjust the discretionary accruals we obtain and for sales growth (or employee growth). Following Kothari et al. (2005), we also match on performance (ROA). For these adjustments we classify all the firms in the same industry (two digits SIC codes) during year t-1 into five ROA quintiles and choose the matching firm that has the closest sales growth (or employee growth) from t-1 to t in the corresponding quintile. We measure ROA as net income divided by total assets whereas sales growth is defined as sales divided by last year sales minus one. We calculate employee growth in the same fashion. Finally, we calculate the adjusted discretionary accruals by subtracting the discretionary accruals of the matched firm on both ROA and sales growth (or employee growth).
As with our previous aggregate accrual variables, we calculate the value-weighted aggregate normal accruals (NAC) and the value-weighted aggregate discretionary accruals (DAC), using the firm's market capitalization at the end of December in year t-1 as our weight. We then repeat all of our previous tests using this performance and growth adjusted measure of discretionary accruals. The correlation between the two different time-series of aggregate discretionary accruals is high and significant, which is not surprising. In particular, the correlation between our performance and growth adjusted discretionary variable and the one we used in Table 2 is 0.69 (significant at the 1% level). More importantly, consistent with Collins et al. (2011) , the correlation between ROA and sales growth is quite low, 0.05 and not significant. This suggests that controlling only for performance as advocated by Kothari et al. (2005) is not going to control for the important effect of firm growth on discretionary accrual estimates. This is further emphasized by the fact that we find a positive and significant correlation of 0.18 between ROA adjusted discretionary accruals and sales growth. The correlation between our growth and performance matched discretionary accruals and ROA is close to zero, as one would expect.
Overall, our results with performance and growth-adjusted accruals are quite similar to our original results reported in Table 2 , and do not support the "lean against the wind" hypothesis. Table 5 shows results of regressions of aggregate accruals against future (Panel A) and contemporaneous (Panel B) aggregate stock returns. As with the "standard" accruals in Table 2 , the performance and growth-adjusted accruals in Table 5 have a strong positive (negative) relation with future (contemporaneous) returns. The only difference is that the coefficient on the aggregate discretionary accrual component is smaller resulting in a lower economic effect. In particular, a one increase in a standard deviation results in a future increase of 4.1 -4.3 % in stock returns as compared to 5.2 -5.4% in Table 2 , Panel A. In Panel B, we still find a significant negative relation between the adjusted discretionary accrual component and contemporaneous stock return, but the coefficient is slightly smaller than the one reported in Table 2 , i.e., around -6.5% compared to -7.8%. Table 6 reports performance and growth-adjusted discretionary accruals for firms whose stock returns are the same sign as the overall stock market vs. the opposite sign as the market return. As in Table 3 , when the market return is negative, only firms whose own return is negative have positive discretionary accruals, indicating that aggregate performance is not driving earnings management.
Finally, Table 7 shows that the tendency for firms to beat the analyst forecast benchmark and have positive discretionary accruals is positively related to both the aggregate PE ratio and the aggregate market return, indicating that benchmark beating is more prevalent when the market is up, not down; i.e., firms lean toward the wind.
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Conclusion
We examine how firm-specific measures of earnings management correlate with aggregate market conditions, in order to investigate whether firms "lean against the wind", i.e., manage earnings upward to offset aggregate (market wide) undervaluation. Hirshleifer, Hou, and
Teoh (2009) and by Kang, Liu, and Qi (2010) offer leaning against the wind as a behavioral explanation to explain their evidence of a negative contemporaneous relation and a positive predictive relation between aggregate accruals (both total and discretionary) and market returns, since they are unable to find the fundamental links that would explain these empirical relations.
Similarly, Guo and Jiang (2011) also suggest leaning against the wind as a possible explanation for the relation between accruals and the conditional equity premium. Since one explanation focuses on fundamentals as drivers of accruals, while "leaning" emphasizes managerial behavior not necessarily related to fundamentals, determining which is correct is important. These three studies all use only aggregate accruals. Rather than relating aggregate accruals to aggregate conditions as is done in the above studies, we examine how firm-specific measures of earnings management are associated with aggregate conditions.
We conduct three tests, and none of them supports the "lean" hypothesis. In particular, when the market return is negative, only firms whose own return is negative have positive discretionary accruals; if firms lean against the wind, all firms should have positive discretionary accruals in down markets. Moreover, the tendency of firms to manage earnings upward to beat benchmarks is positively related to market conditions, implying that firms lean toward the wind.
Importantly, since growth may explain the relation between aggregate accruals and returns but has been omitted from standard accruals models, we also adjust our discretionary accruals for growth, but our results are robust to this variation.
Since earnings management in response to aggregate fluctuations does not appear to explain the relation between aggregate accruals and aggregate returns, our results lean toward a fundamentals-based explanation. Finding the fundamental links is an important topic for future research. (14). NAC are non-discretionary accruals and DAC are discretionary accruals calculated using a firm-specific time series Jones model. CFO are the difference between AC and EARN. EARN, CFO, and AC are scaled by lagged total assets (6). EP is the earnings-to-price ratio defined as earnings divided by market capitalization at fiscal year end. BM is the book-to-market ratio defined as book value of equity divided by market capitalization at fiscal year end. Individual firm variables such as earnings, accruals, non-discretionary accruals, discretionary accruals, cash flows, earnings-to-price ratio, and book-to-market ratio are aggregated using market capitalization at the beginning-of the year as its weight. DP is the dividend-to-price ratio for the CRSP valueweighted index which equals total dividends accrued to the index from May of year t-1 to April of year t divided by the index level at the end of April of year t. ESHARE is the equity share of total equity and debt issues in year t-1 as in Baker and Wurgler (2000) . DEF is the difference between Moody's BAA yield and AAA yield as of the beginning of May of year t. TERM is the difference between ten and one-year treasury maturity rates as of beginning of May of year t. TBILL is the 30 day T-Bill rate as of beginning of May of year t. MEET (%) is the percentage of firms meeting and/or beating the analyst forecast in a given year t. Table 2 The relation between aggregate accruals and aggregate market returns This table reports the time-series regressions of one year ahead aggregate stock returns on current aggregate nondiscretionary accruals, discretionary accruals, cash flows and other aggregate stock return predictors (Panel A) and regressions of aggregate stock returns on contemporaneous innovations in aggregate non-discretionary accruals, discretionary accruals, cash flows, and other aggregate stock return predictors (Panel B). CRSPRET is the annual return on the CRSP value-weighted index. NAC, DAC, and CFO are the value-weighted averages of firm-level scaled non-discretionary accruals, discretionary accruals, and cash flows, respectively. ESHARE is the equity share of total equity and debt issues in year t-1 as in Baker and Wurgler (2000) . DEF is the difference between Moody's BAA yield and AAA yield as of the beginning of May of year t. TERM is the difference between ten and one-year treasury maturity rates as of beginning of May of year t. TBILL is the 30 day T-Bill rate as of beginning of May of year t. All explanatory variables are standardized to have a zero mean and a unit variance.
t-statistics are presented beneath the coefficients within parentheses. *, **, and *** denote significance at 10%, 5%, and 1%, respectively.
Panel A: Multivariate regressions of one year ahead aggregate returns on current non-discretionary accruals, discretionary accruals, and cash flows.
(1) Table 5 The relation between aggregate accruals and aggregate market returns, adjusted discretionary accruals
This table reports the time-series regressions of one year ahead aggregate stock returns on current aggregate nondiscretionary accruals, discretionary accruals, cash flows and other aggregate stock return predictors (Panel A) and regressions of aggregate stock returns on contemporaneous innovations in aggregate non-discretionary accruals, discretionary accruals, cash flows, and other aggregate stock return predictors (Panel B). CRSPRET is the annual return on the CRSP value-weighted index. NAC, DAC, and CFO are the value-weighted averages of firm-level scaled non-discretionary accruals, discretionary accruals, and cash flows, respectively. DAC are adjusted for performance (ROA) and growth in Sales (SG). ESHARE is the equity share of total equity and debt issues in year t-1 as in Baker and Wurgler (2000) . DEF is the difference between Moody's BAA yield and AAA yield as of the beginning of May of year t. TERM is the difference between ten and one-year treasury maturity rates as of beginning of May of year t. TBILL is the 30 day T-Bill rate as of beginning of May of year t. All explanatory variables are standardized to have a zero mean and a unit variance.
Panel A: Multivariate regressions of one year ahead aggregate returns on current non-discretionary accruals, discretionary accruals adjusted for performance and growth, and cash flows.
(1) 
